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originally proposed by Ameritech by 20 percent, the Commis­
sion predominately adopted the Ameritech recommendation
for treatment of shared costs which relies upon unsupported
demand forecasts. The Commission's ruling is, according to
AT&T and MCl. against the weight of the evidence presented
at the hearing.

(5) Rehearing on this issue is denied. The Commission fully
considered the evidence of record in making the clarification
of shared costs set forth in our September 18, 1997 Entry on
Rehearing. We have consistently noted that Ameritech's
proposed methodology for allocating shared costs was a rea­
sonable starting point; however, we also share the concerns
raised by the intervenors (including AT&T and Mel) with
particular inputs into the shared cost calculation. In fact. we
speCifically pointed to the insufficient evidence in the record
supporting Ameritech's demand forecasts as one of the justifi­
cations for reducing the pool of recoverable shared costs by 20
percent. Therefore, 'contrary to the position expressed by
AT&T and MCl. we did consider the lack of evidence support­
ing the demand forecasts when reaching a decision on the
issue of shared costs.

It was also not unreasonable for us to acknowledge in the
September 18, 1997 Entry on Rehearing that adopting AT&T
and MCl's position on shared costs recovery (namely, that the
20 percent reduction should have been made to the percentage
mark-up which resulted from the application of the shared
costs to the extended TELRlCs proposed by Ameritech) would
amount to a double reduction in the amount of recoverable
shared costs. It is undisputed by AT&T and MCI that the
overall effect of the Commission's June 19, 1997 Opinion and
Order as modified on rehearing actually reduced the TELRIC
prices proposed by Ameritech. Thus, it is clear that inserting
the lower TELRIC prices into a shared cost calculation multi­
plied by a percentage mark-up reduced by 20 percent (as pro­
posed by AT&T and MCI) would result in an unjustified addi­
tional reduction in Ameritech's recoverable joint costs. On
the other hand. permitting Ameri.tech to recovery the entire
pool of joint costs (as reduced by 20 percent to reflect the
legitimate concerns expressed by the intervenors regarding the
lack of evidence supporting particular items proposed to be
recovered) does not result in an unjustified additional reduc­
tion in Ameritech's recoverable joint costs. For these reasons,

-2~
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the joint application for rehearing submitted by AT&T and
MCl must be denied. .

(6) Ameritech argues in its application for rehearing that the
Eighth Circuit Court of Appeals (Eighth Circuit), in a Order on
Rehearing issued October 14, 1997. conclusively determined
that Section 251(c)(3) of the 1996 Act does not obligate an
incumbent local exchange carrier alEC). such as Amerltech, to
permit a competitive local service provider to purchase an
assembled platform of combined elements in order to offer
competitive telecommunications services.3 Rather.
Ameritech avers, the Eighth Circuit was clear that an ILEe
must provide access to the network elements only on an
unbundled (as opposed to a combined) basis. Consequently,
Ameritech maintains that the September 18, 1997 Entry on
Rehearing must be modified in two respects. Namely. the
Commission should eliminate Ameritech's obligation to
perform cost studies for combinations of two or more unbun­
dled network elements. Also. the Commission should cancel
the further proceedings intended to investigate whether or to
what extent Ameritech must provide "common transport" as
requested by a number of competitive local service providers.

(7) Ameritech's application for rehearing concerning certain
unbundled network combinations it agreed to provide to
AT & T and MCl in their respective interconnection agree­
ments as well as the cancellation of further proceedings on the
issue of shared/common transport is denied.

Regarding combinations. the Commission found that the
obligation to conduct and produce cost studies regarding cer­
tain network element combinations, agreed to by Ameritech
as part of an arm's length negotiation with AT&T and Mel
and incorporated into the parties' respective interconnection
arrangements. was valid and enforceable. 4 The Eighth Cir­
cuit's Order on Rehearing notwithstanding. Ameritech's
agreement, through the give and take of an arm's length
negotiation process. establishes an independent basis upon
which to enforce the terms of the interconnection
arrangements. as negotiated. and to require the company to
provide TELRIC studies for certain unbundled network
combinations. In so doing. we are enforcing the terms of the

-3-

3

4
Iowa UCilities Board v. FCC. Nos. 96-3321, et ai.. Order on Petitions for Rehearing (October 14,1991).
The CommLssion approved AT&T's interconnection 21greement in Case No. 96-7SZ-TP-ARB and MCl's in
Case No. 96-888-TP·ARB on February 20,1997, and May 22.1997, respectively.
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interconnection arrangement to which Ameritech agreed. In
making this decision. we affirm"'our previous position that we
are not passing judgment on the manner in which Ameritech
proposes to price the network element combinations it agreed
to provide as part of the interconnection agreements. Rather,
without an actual cost study, with supporting documentation,
we have no way of knowing whether the prices Ameritech
proposes to charge AT&T and MCI for unbundled network
element combinations are reasonable. It should also be noted
that the Eighth Circuit's October 14, 1997 Order on Rehearing
is not at all clear regarding state decision-making. The
decision centered on the FCC's authority under federal law
relative to the states and did not address state action under
federal law or state action under state law. We need not reach
this issue at this time since our local guidelines. for the
present, appear to be generally similar to the Eighth Circuit's
decision on combinations. We will continue to examine this
issue in the future as it is presented to us.

Ameritech's request for a cancellation of the further proceed­
ing to investigate the issue of shared/common transport is
likewise denied. As noted in theS~8, 1997 Entry on
Rehearing, the issue of shared/common transport is highly
complex and has engendered significant debate. Conflicting
decisions being rendered by the Federal Communications
Commission (FCC) and the Eighth Circuit Court of Appeals
further complicates this matter. It is clear, however, that the
FCC, when faced with a similar argument as that made to this
Commission by Ameritech, rejected Ameritech's contention
and found shared transport to be an unbundled network
element. s Thus, at a minimum, Ameritech must submit f0ti
our review and approval a TELRIC study on the unbundled
network element of shared transport as defined by the FCC.
The Eighth Circuit's October 14, 1997 Order on Rehearing,
Which further clarified the issue of combinations. only rein­
forces our earlier determination that shared/common trans­
port be subject to a further inqUiry designed to sort out pre­
cisely what Ameritech's obligations are on the issue. For all
the foregoing reasons, Ameritech's October 20, 1997 applica­
tion for rehearing is denied.

-4-

5 Ameritech distinguishes "common transport" from ·shared transport". The former, according to
Amerltech, represents baste network connectivity and, as such, is a transport serVice as compared to
shared transport which is a network element. Common transport is, Ameritech maintains, thus
Inextricably intertWined with SWitching.
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It is, therefore.

...... - _. -."-
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ORDERED. That the applications for rehearing timely filed by Ameritech and
jointly by AT&T and MCl are denied as set forth in Findings (S) and (7). It is, further.

ORDERED. That copies of this Entry on Rehearing be served upon all parties of
record, their counsel. and any other interested person of record.

THE PUBLIC UTILITIES COMMISSION OF OHIO

----------Craig A. Glazer. Chairman

Jolynn Barry Butler

---. -
David W. Johnson

----..-----------
Ronda Hartman Fergus

Judith A. Jones

JRl:geb Entered In The Joumal
November 6. 1997

Gary E. Vigorito
Secretary
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THE PUBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Review of Ameritech )
Ohio's Economic Costs for Interconnection, )

. Unbundled Network Elements, and Re- ) Case No. 96-922-TP-UNC
ciprocal Compensation for Transport and )
Termination of Local Telecommunications )
Traffic. )

ENTRY

The Commission finds: ~"

(1) On June 19, 1997, the Commission issued an Opinion and Or­
der, as modified and clarified in Entries on Rehearing issued
September 18, 1997 and November 6, 1997, addressing in detail
the total element long run incremental cost (TELRIC) studies
submitted by Ameritech Ohio (Ameritech) in this matter.
These TEtRIC studies were developed to establish the rates for
unbundled network elements which Ameritech proposes to
charge competitors for provisioning unbundled network ele­
ments as required by the Telecommunications Act of 1996 and
this Commission's local service guidelines set forth in Case
No. 95-845-TP-COI.

(2) As required by the Commission's September 18, 1997 Entry on
Rehearing, Ameritech, on October 31, 1997, submitted another
version of its TELRIC studies to the Staff and the parties that
signed confidentiality agreements with the company in this
proceeding. Staff has been meeting with the parties to deter­
mine whether the requirements of the June 19, 1997 Opinion
and Order and the subseouent Entries on Rehearin2 have
been followed. The Staff's "review of the TELRIC studies sub­
mitted on October 31, 1997, is expected to conclude shortly.

(3) At this time, the Commission deems it appropriate to com­
mence a second phase of this proceeding. During this second
phase, Ameritech is directed to develop TELRIC studies cover­
ing issues emanating from the past arbitration proceedings
and to submit those studies for Commission review and ap­
proval. Those issues on which Ameritech is directed to de­
velop TELRIC studies include compliance inspections, dial
tone tests, unbundled dark fiber, manual interfaces, and the
unbundled network element of shared interoffice transmis­
sion facilities (also known as shared transport) as defined by
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the Federal Communications Commission in its Third Order
on Reconsideration, CC Docket 96-98, released August 18, 1997.
This shared interoffice transport extends to all of Ameriteeh's
interoffice transport facilities and not just to interoffice facili­
ties between an end office and tandem. Thus, Ameritech is
required to provide shared interoffice transport between
Ameritech end offices, between Ameritech tandems, and be­
tween Ameritech tandems and end offices. Ameritech is not,
however, required to provide shared transport between its
switches or serving wire centers and requesting carriers'
switches. Nor is Ameritech required to prOVide shared trans­
port between its switches and its serving wire centers.

In addition to the five TELRIC studies identified above,
Ameriteeh is directed to develop and submit for Commission
consideration, TELRIC studies governing the network ele­
ment combinations that Ameritech voluntarily agreed to
proVide in the AT&T Communications of Ohio, Inc. (Case
No. 96-752·TP-ARB) and MC Telecommunications Corpora­
tion (Case No. 96-888-TP-ARB) arbitrations. As a final matter,
we note that Ameritech has been directed to develop and
submit for Commission approval, guidelines which will pro­
vide requesting carriers with a clear indication of the circum­
stances under which non-recurring charges will be applied so
that these carriers can make informed decisions regarding
which services and unbundled components to request from
Ameritech.

(4) Ameritech is directed to develop the TELRlC studies and the
non-recurring charge guidelines identified in Finding (3) and
to file such with the Commission and with the parties enter­
ing into confidentiality agreements with the company by
April 30, 1998. Staff is directed to work with the parties to
identify a procedure whereby these additional studies are sub­
ject to the appropriate regulatory scrutiny.

It is, therefore,

ORDERED, That Ameritech comply with Finding (4). It is, further,

-2-
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ORDERED, That a copy of this Entry be served upon all parties of record.

THE PUBUC UTILITIES COMMISSION OF OHIO

Craig A. Glazer, Chairman

JRJ/vrh

...
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STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

Illinois Commerce Commission
On Its Own Motion

Investigation into forward looking cost
studies and rates of Ameritech Illinois for inter- :
connection. netwartc elements, transport and
termination of traffic.

lIIinais BeU Telephone Company

Proposed rate•. term. and conditions for
unbundled network elements.

Conaolidated

By th. Commission:

I. INTRODUCTION

On August 21 and 23, 1916, respectively. Teleport Communications Group, Inc.
("TCG-) and AT&T Communications of IIUna;•. Inc. (·AT&'r') filed motians to sever, from
then-pending arbitrations under Section 252 of the federal Telecommunications Act of
1996 (-Aet") between Ameriteen minois, on the one hand. and AT&T and MCI Metro
Access Transmission Services, Inc. ("MCn. on the other, the iSlue of what prices
should be established. under Sections 252(d)(1) and 252 (d)(2) of the Ad. for
Am.riteen Illinois' provision of interconnection, unbundled network elements (·UNEs·)
and transport and termination of local traffic: pursl.l8nt to the interconnection
agreements that were the SUbject of those arbitrations. On September 9 and 10. 1996.
respectively. Sprint Communications, L.P. rSprint·) and AT&T filed petitions to open
separate proceedings to address those pricing issue.. In response to the.. petitions
and motions to saver, on September 25. 19H. the Commi.sron entered an order
initiating Docket 96-0416 to investigate Ameritech minoi,' forward looking cost studies
and establish Section 252(d) prices for Ameritech Illinois' provision of interconnection,
UNEs and local transport and termination under its interconnection agreements. In
initiating Docket 96-0486, we contemplated that tha prices that we adopted in the
docket would be incorporated subsequently into Ameritech Illinois' interconnection
agreements through amendments to those agreements.

02/18/98 WED 18:52 (TX/RX NO 5109)
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On September 27, 1_, Amerttech Illinois filed tariffs to establilh prices and
other terms Md conditions for interconnection, UNEs and local tl1lnsport and
termination that would be aYAiiable for purch.e by all local carrie,.. (inc:tuding those
not party to an interconnec:tiona;reement with Ameritec:h Illinois). The.. tariffs also
revised the priCftl of Ameriteen Illinois' existing UNE tariff offerings to comply with
regulations that the Federal Communications Commission (-FCC·) promUlgated on
August 8, 1996 in CC Docket No....18 to implement Section, 251 and 252 of the Act.
The FCC dHcribed and discussed those regulations in detait in its BCk Order in CC
Dodeat No. 96-. (-f'C Order.-) On November 7, 1911, we suspended Ameritec:h
Illinois' September 21 t_iff fiUng and initiated Docket 98-0569 to investigate that filing.

Pursuant to notice, prehearing conf..nces we... held in Docket 91-0416 before
a duly authorized HNring Examiner of the Commission at itl ChiClllO offices on
October 11 and 15, 1916. The following parties petitioned for and were granted leave
to inte",ene by the Hearing Examiner : AT&T; A. R.C. Ntltwarks, Inc.; the Illinois
Independent Telephone Association (-UTA-); SIMS Illinois 8eNices, Inc. (-SIMS-);
Consolidated Communications, Inc. (-Cel"); TCG; Wondcom, Inc. C"Wortdcom");
Central Telephone Company of lIIino;s rCental"); the Cable Tetev;sion and
Communications Association of Illinois ("CTCA·); the CItizens Utility Board (-CU.·): the
People of the State of minois C"AG"); MCI; Mcleod Telemanagement, Inc.; One Stop
Telecommunications; MFS Intelenet of lIIinoil, Inc. (·MFS·); Sprint Communications
Company L.P.; and rel.fiber Networks Of Illinois. Th. City of Chicago ("Chicago·)
appeared as a party. The ltunois Commerce Commission Staff C"Stafr) also appeared.

On October 28, 1996, Ameritech Illinois filed its TELRIC studies with the
Commission pursuant to the September 25, 1996 order. In addition, MCI filed the
Hatfield Mode' Version 2.2 Rel.ase 2. on this same dllte. On December 18, 1996, MCI
sent a letter withdrawing the Hatfield Model on the ba.is that update. to the Model
would not be avaHabie until early January, 1997.

Pursuant to the schedule establis,hed by the Hearing Examiner in Docket 96­
0486, Ameritech Illinois served its prepared direct testimony in that docket on
December 1St 1996·. On January 8, 1997. Ameritech Illinois filed a motion to
consolidate Docket 96-0569, the suspended UNE tariff dodeet, with Docket 9f5..Q486.
While that motion wa. pending, Staff and InteNenors in Docket~ seNed their
prepared direct testimony on February 14, 1997. On M*'Ch 6, 1997, the Hearing
ExamIners in Cockets 96-0486 and 96·0569 granted Ameritech Illinois' motion to
consolidate. Pursuant to the schedule establisnea by the Hearing Examiners, Staff and
Interveners served addition.I prepared testimony in the consolidated dockets on March
7. March 31. April 8 and May 2, 1991. Ameritech Illinois served additiona' prepared
testimony on March 31, April " April 4 and May 2,1997.

Pursuant to notice, evidentiary hearings in tne consolidated dockets were held
before duly authorized Hearing Examiners at the Commission's Chicago offices on May
12-16 and May 19-21, 1997. Testimony on behalf of Amerit.en Illinois was filed by Mr.

2
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David Gebhardt, Va President Regulatory Affairs for Ameritech Illinois: Mr. Thomas
O'Brien, Director - S.. RtllUfMory PI.nning and Policy for Ameriteeh nUnois; Mr.
William Palmer, DlnlCtar of Economic Analysis at Ameritech Corporation; Mr. Daniel
Broadhurst, a Partner with Arthur Andersen; Mr. Edward Marsh, Jr., Oil8dor of
Regulatory Support in Am.ritllCh Corporation's Pubtic Policy Organization: Or. Debra
Aron, •. Director of Law and Economics' Consulting Group; Mr. Mich.., Domagola,
Financial Planning Analyst for Amenteen Corporation', Treasury Oepartment; Or.
Robert Korajcyk, Professor of Finance at Northwestern University and a Principal of
Chicago Partners, an economic litigation support consulting firm; Mr. Pau' QUick,
Director of Integrated Strategies for Ar'neritech ,.al estate group; and Ms. Roberta
Garland, a consulting actuary affiliated with Arthur Andersen. Testimony on behalf of
the Staff was filed by Mr. Douglas Price, Supervisor of the Rates Section in the
relecommunications Divilion; Ms. Joy Nicdao-Cuyugan, Senior Financia' Artalyst in the
PUblic Utilities Division; Md by Mr. Christopher' Graves, Ms. Ralh. Toppozada-Yow,
Mr. Jason Hendricks, Mr. S.. Rick Ga..-fin, Mr. S~, Tate, and Mr. Samuel
McClerren, Economic An.'ysts in the Tetecammunicalions Division. Testimony on
bahalf of AT&T was fUed by Mr. James Henson, AT&T's District Manager - State
Government Affairs; Mr. James Webber, Sanior Consultant with Competitive Strategies
Grcup, Ltd. a consulting firm; Or. Janusz Ordover, Professor of Economics at Naw York
University; Mr. Bruce Sen"ett, Assistant Vice President - Gov8mment Affairs for
AT&T's Central Region: and Mr. Robert Snany, a principal member of AT&Ts
Tecnnical Stllft'. Testimony on behalf of Mel wa. filed by Or. August Milum, a
consulting economist; Mr. Mienael Starkey, a Principal of Competitive Strategies
Group, Ltd.; and Mr. Cart Giesy, Regional Director of Competition Policy for MCl's
Northern Region. Testimony was filed jointly on benalf of AT&T and MCI by Dr.
Bradford Cornell, Professor of Finance at UCLA and President of FinEcon, a financial
economic consulting firm; Mr. Mien••1 Majoros, Vice President of Snavely, King,
MaJOros, O'Connor and L.ee, Inc., an economic conSUlting firm; and Mr. Brad eehounek,
Senior Consultant with Competitive Strategte. Group, Ltd. Testimony on behalf of
WorldCom was filed by Mr, Joseph Gillan, a consulting economist. Testimony on behalf
of Consolidated was filed by Mr. Edward Pence, a Senior Manager for Consolidated, .
Testimony on benatt of TCG was filed by Mr. William Montgomery a Principal of
Montgomery Consulting. At the close of tne nearing on May 21, 1997, tne record was
marked "Heard and Taken.-

In our First Interim Order the tariffs filed in Docket 96-0569 were cancelled by
agreement of the parties while we continued our consideration of tne issues in tnis
consolidated docket. On June 11, 1997, Staff, Am.Mtech Illinois, TCG. Worldcom and
eel filed initial post-he.ring briefs, and AT&TIMCI filed. joint initial post-hearing brief.
On June 25, 1997, Staff, Ameritech Illinois, AT&T/Mel, TCG, Wortdcom and cel filed
reply briefs and/or draft orders. On August 8, 1997, tne Hearing Examiner issued a
Proposed Second Interim Order. Ameritech Illinois, AT&T/MCI, cel. WorldCom, TeG
and Staff filed Briefs on Exceptions, and tn. same parties with the exception of TCG
filed Reply Briefs on Exceptions. The Commission nas considered the exceptions and
replies and appropriate cnanges have been made to tne Proposed Order.

3
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Before tuming to our discussion of the corUItM ;..,. and the tNidenca il
these consolidated dockets and our anatylis and conclusions til•• on that avidef1Ct
we nota that the produCtS and services addresI8d in tNl "...aing are subject tl
fadera' law - nematy the Act - and that the Act ........., 8I'ftOrtQ other things, th
establiShment of rates, terms and conditions for thOR pradllCtS and setVicas. AI
,eautt, our findings 8nd conclusions ant necllSMrily informed and Circumscribed by th
Ad. In particular, the prices for intareonnee:tion. UNEs and locat transport an
termination that we ....ish twe, to be sub...ue"ltv incorporated tnt
interconnection agreements or td•. are governed by and must ccmpty with S.ctiOM
252(d)(1) and 252(d)(2) of the At;t. Those Sectiona provide" follows:

(d) PRICING STANDARDS.-

(1) INTERCONNECTION AND NETWORK ELEMENT CHARGES.- Oeterminatior
by a State commission of the just and re~a ..... for the interconnection I

facilities and equipment for purposes of subsection (c)(2) t:t section 251, and the ju
and reasonabfe rate for network .tements for purpoHs of subs.dion (c)(3) of sue
section -

(A) shan be-

{i} based on the cost (determtned without r.rence to a rete Of retum or other rat
based proceeding) of providing the interconnection or network element(~
is applicable), and

(ii) nondiscriminatory, and

(9) may include a reasonable profit.

(2) CHARGES FOR TRANSPORT AND TERMINATION OF TRAFFIC.-

(A) IN GENERAL.- For the purposes of compliance Dy an Incumbent 101
exchange carrier with sedion 251 (b)(5). a State commission shan not consider ,t
terms and conditions for reciprocal compensation to be just and reasonable untess-

(i) such terms and conditions provide for the mutual and reciproc:aj recovery
each carrie, of COlts associated with the transport and termination on each carrie
network facilities of calls that originate on the network facilities of the other carrier; ar

(ii) such terms and conditions determine such costs on the basis of a re.sonai

approximation of the additional costs of terminating such caUs.

(e, RULES OF CONSTRUCTION.- This paragraph shaU not be construed-
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(i) to prectudll wrangements that afford the mutual recovery of costs through the
offMtttng of raciproeal obligations. including arrangements that waive mutUlif recovery
(such as bilt-and-keep arrangements); or

(ii) ta authorize the Commission ar any State c:ammi.sion to engage in any rate
regulation proceeding to establish with particularity tne additional costs of transporting
or terminating calls, or to require carriers to maintain records with respect to the
additional cests of sud'l calls. .

We also note that the August 8, 1996 Regulations promulgated by tne FCC and
accompanied by the F,C Qed,r implement the provisions of Sections 251 and 252 and
fut'tner address the prieta, terms and conditions which the FCC int.nded to be
applicable to Ameritech Illinois' provision of interconnection, UNEs and local transport
and ttrmination. On OCtaber15, 1986. the U.S. Appellate Coun, Eighth Circuit iSlued a
stay of cartain of th_ regulatia". pending furthw review Iowa UtititjM Board V, FCC.
'09 F.3d 418 (8- Cir.), "'IIpnto 'lICIt! ltIy .".. , 17 S. Ct .29 (1996). Amtritech
Illinois maintains that it complied with all of the pricing..,.elatin; provisions of the FCC
Regulations and the r.lated guidance Nt forth in the FCC Order in conducting itl cost
studies and developing the proposed prices that it presented 'n these consolidated
dockets. Staff and Intervenors also reUIid on the FCC pricing regulations to a
SUbstantial eJetent a. touchstones for their respedive positions in these d'ockats. On
July 18, 1997, the ~pell_ Court entered its opinion vacating the following provisions
af the FCC pricing regulations: 47 C.F.R. H 51.303, 51.305(a)("). 51.311 Ce),
51.315(c)-{f), 51.317 (In part). 51.405,51,505-51.515 except far 51.515 (b), 51.601­
51.611, 51.701-51.717 (with some exceptions) and 51.809. The general basis for the
Appellate Court's decision was that the FCC had exceeded its jurisdiction and authority
under tne Act by ..tablilhi"g regUlations governing the pricing of intrastate
telecommunications services. The Court held that the Act reserved these matters to
the states. Although the vacated FCC pricing regulations are not binding upon us, we
believe that they provide useful guidance in reaching our own conclusions concerning
the proper application of Sections 2S1 and 252.

II. CONTESTED ISSUES

A. R,'aUonship 8etween Who"••" and UNE R.te.

Position of Ameriteeh Illinois

In Its testimony in this proceeding, Amerlted'1 Illinois expresses its concern that
the availability of end-to-end network element bundling at rate levels tnet .re
inconsistent with those establiShed for wholesa.e services would encourage rate
arbitrage by new entrants. (AI Ex. 6.0 at 27-28 and AI Ex. '.0 at 23-2~). To aUeviate
this concern, the Company recommends tnat tne Cammission be mindful of the
potentlsl for arbitrage When determining the prices of UNE•• (AI Ell. e.o a' 31). AI aCSCS.
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ttwt ..the pricing of unbundled network • ......,.. must be rati....!-d r.tative to the
prices far the COfT.,CMdlng rnotd ..rvice." Md that the ''(p)liC:aS for unbundted
network elements should be equal to or higher than the camp.,..,te prices for resold
service." <AI Ex. 1.0 at 24).

In defense of its recommendation. Ameritach Illinois· states that there is no
difference in the risk incutnIG by the purchaHr of ena-to..nd UNEs and the purchaser
of wholesate services. It claims that an end·to-end network element purch_r will
benefit from lower prices at the expense of Ameritech Illinois and its shareowners. As a
result. good public policy naqu:ires the rationaUzation of the pricing of network etements
with the pricing of wholesa. prices to avoid such an unwarranted result. (AI Ex. 1.1 at
14-15).

Finally, Amtll'it8c:t1 Illinois states th_ its rwcommended UNE pricing approach
accompli"'" the objective of ••tting whol..... rat.s .. a price floor for UN! rate••
while stili adhering to tne dlff..ent pricing standards in the federal Act. (1!t at 15-16).

....ttian of AT&T

AT&T disagr... with Ameritech lIIinoi.' proposal to mandate a pnClng
relationship between wholesa'e services and UNE. for leV.at reasons. AT&T witness
Ordover points out that Ameriteeh hal failed to establish that the cost of end-to-end
network .Iement bundUng will be unfformly Ie.. expensive than the price of resold
Hrvices. (AT&T Ex. 3.0 at 36). Dr. Orcover addSlh.' if some new .ntrant. purchase
end·to..nd network elements and replicate tt't. incumbent LEe's eutr1If't otrerings, if the
prices charged by the.. new entrants are lower than the incumbenfs retait rates. that
will force the incumbent LEe to reduce its retail rates, thereby reducing its Wholesale
rates. He finds this to be a positive outcome of competition. (AT&T Ex. 3.0 at 36-37).

Position of Staff

Staff opposes Ameritech Illinois' proposal for the establishment of II mandated
pricing relationship between wholesale rates and UNEs rates. Staff maintains that there
is a significant difference in the level of both benefit and risk Incurred by a new entrant
when choosing te offer local service through UNEs compared to resale. There are also
significant differenca. in the levets ef benefit and risk incurred by the incumbent LEe.
These differences in benefits and risks make it difficult to conclude how UNE rates
should compare with wholesale rates or that it is appropriate to utilize wholesale rates
as a price floor for UHEs. (Staff Ex. 3.00 at 12-'3). Staff cites discussion in the FCC
Order in support of these assertions.

Staff also questions the feasibility of Ameriteen Illinois' proposal. For example, if
the Company's intention to price the sum of all UNEs equal to or greater than the sum
of its wholesale rates were adopted, then how would the rate of the individual UNEs be
determined? S~ould tt-\ev b. determined based on their indlvidual costs to attempt to
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remain consistent with section 252(d)(1) (if that is possible)? If so, then what should
one do if the sum of UNf rates based on costs is Ie•• than the sum of 'Nhol••ale r.tes'?
(Staff Ex. 3.00 at 13-14).

Staff notes that the pricing standards established in the feder.' Act for wholesate
services are distinctly different from tha.. estabUshed for UNEs. Section 252(d)(3)
requires that whole..l. ..... be set b.sed on retait rate. lei. avaidable costl.
However, rates for interconnection and UN!s must be based on coat pursuant to
section 252(d)(1). AA abmpt to equet. the rates for UNE, wi., thou for wholesal.
services would randar section 252(d)(1) meaningl.s., bec:auS8 it would, in effect, base
t'" sum of UNE rates on total Arnetitech Illinois retail retes for local s.rvic::el less
avoidable cest. (JsL at 14-15). If the sum of UNE. rate. were set ....., to the sum of
wholesale rates, how wauld rates for "interconnection" be set? IntetconntlCtion is
subject to the same pricing requirements as UNEs (section 252(ct)(1». (J!L. at 15). Staff
claim. that it never receiVlld satisfactory answers to these questions from the
Company.

Commission Analyat. and Concluaion

The Commission rejects Amerltech Illinois' proposal that there ba a mand8ted
pricing relationship between whole..'e rates and UHfs. As Staff nas noted, the pricing
standards under the Act are distinctly different. These reflect Congress' intention to
establish two means by which local exchange competition could be facilitated. We also
agree with Staff that the benefits and risks of the two methods of market participation
also are different.

F'ursuant to Sedion 252(ct)(3), whol.a'. rate. are based on ratail rates less
avoided costs, essentially a top down appro8Ch. Section 252(d)(1) establishes "cosr
as the basis for pricing UHEs and inten:onnection - 8 bottom up approach. Thera is no
readily ascertainable relationship between tNt "avoided costs· of Sedion 252(d)(3)
and the ·costs" identified in S.ction 252(d)(1} such that any difference between prices.
based upon the two standards need to be ·rationalized.· Ther. is certainly nothing to
Indicate that Congress intended the states to ansure that the incumbent local ezchange
carrier ("LEe") receive "at least the same revenues whether a competitor chooses to
serve a customer by purchasing wholesale services or unbundled network elements."
(AI Ex. 1.' at 15).

7
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s. C••t Stucfy ....utnptiott.

1. Cast of etpital.

Five witne'H' pAilem. teatimany. r.rctlng the _ropriate cOlt of capital
companent to be incorporated in the TElRIC an.lysis of the Company's. cost of
providing interconnection and unbundled network etements. Th.... wttn•••es,
Amerttech Illinois witness Domagela, ATTIMCI witne.s Cornell and St8ff witnesl
Nic.deo-Cuyugan, undertook independent COlt of ~ital ,,"y... to develop an overalt
cost of capital recommendation. BMed on his analysis Mr. Dornagola estimated the
COlt of capital to be in the rang. of 10.5'K to 14.0%. From thil ,.... the Company
witne.s Palmer selected a weighted average cost of _WI (·WACC'") of 11.5~ to be
us.d in its COlt .tudle.. Dr. Carnell. _ • reault of hi••tudies, determined the WACC is
to b. in the range of 9.12"" to 'O.38~ with. midpoint of 9.7.". MI. Nlcdao-Cuyugan
concluded the appropriate cast of capilliI to be 9.52%. Company wit".•• KDrazcyk
supported Mr. ComllgOl.'s methadalagy. Tea witness Montgomery identified certain
perceived deficiencies in Ameritech Illinois' analysis and proposed seyeral conac:tions.
We turn now to the specific disputed issues.

a. C.,.•• Structure

Position of Ameritech Illinois

AmeMtsch Illinois witnesses Comagola and Korajczyk recommend using the
average June 30, 1996 maricet 'ialue capital structure of twelve telecommunications
companies as the Company's capital structure. Mr. Domagala calculated the debt to
market equity ratios for each company in his sampl. group and took an average of
these ratios, including Amenteen. Inc., to a,rive at a debt ratio of 25.3% and a resulting
market equity ratio of 74.7%. (AI Ex. 7 at '4-15).

Dr. I(orajczyk, testified to the theoretical validity of the u.e of mwket-based
ratios in determining an appropriate cost of capital for a firm and that such views ar.·
advocated by the best texts on carporate finance whether written by academics or
practitioners. He explained that use of book value weights for the equity and debt
components of the capital structure will underestimate tna cost of capital and induce
logical inconsistencies in the way a firm's cost of capital is calculated. He also warned
that regulation which imposes a price structure assuming an anificially low cost of
capital will lead to underinvestment in that service by campetitors.

The Company argued that under traditional rate of return regulation, where the
utility held a secure monopoly position and protection from campetition and the rigors
of the marketplace, the use of book values for regulatory purposes W8S less
problematic, but it would be entirely inappropriate to continue a regulatory approach
which would systematically understate the cost of capital in an environment
characterized by com~.tition and deregulation. Ameritach Illinois claims t".t to do so
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woujd place it at an unfair compeliti". disadvantage and i~at.ly disenchant
campetitcn from making f.cilities-Daled investments. In _itiont it wou.d atso be
contrary to the COlt standards contetned in the Ad and the f'.C QrcMr..

In response, Staff argued that since Ament." Illinois is not market traded, it has
02 market value capital strudul1I. Unlike the cost of equity, wtliCh can be estimated by
using a sampl. of firms comparable in risk, a firm's cepitalltrUcture (market value or
book value) cannot be estimated by using a cornpat1l.... sample. Co.""."ies
comparable in risk can, and do, ha"e significantly different capital structures. second,
Mr. Domagola failed to establist't now the mtfitt Y'Ne capital structure of the
telecommunications firms in his sample, two of \WItch dMve most of their revenues
from non...telephone businesses (Alltal and Cincinnati Bell), would be reflective of
Ameritechlllinois' row,in,' CIIpital structure. Third, despite his claims that his proposed
capital structure is consiltent with Ameritec:h Illinois' objective of maintaining a capita'
structure that.supports itl overall business strategy and allows it to lustain appropriate
levels of investment in the business while preserving a debt rating that maximizes
financial flexibility (AI Ex. 7.1, at ~5); he faiMd to demonstra. why his stated capital
strudure objective is ,..onable, nor did he dMnOnstrate wt1y a capital structur. with
7".7% common equity is necessary for Am.ritach Illinois to meet such an objective.

Position of AT&TIMCI

Since the entity under study is a subsidiary of • holding CDmPilny and where, as
ner., tnat subsidiary ha. Me pure play comparable companies which are publicly
traded, Dr. Comen used the Ameritech Corporation consolidated capital structure as
the starting point for his analysis. (AT&TIMCI Joint Ex. 4.0, at 30...31). In this case,
however. Or. Cornell believed it appropriate to temper the use of market weights
because ne views the network element lusing bUliness as being a virtual monopoly
subject to little competition. He averaged the Amerit8d1 capital component weights
with the weights of his group of comparable companies to produce what he regarded as
a representative capital structure for purposes of tne WACC analysis. (AT&T/MCI Joint
Ex. 4.0, Attachments 8C·2 and BC...10). He also presented tna capital structure based
on both book value and market value weightlngs and. after assigning the component
costs he deemed appropriate, averaged the result derived, baled on the average book
value structure (including snort-term debt) - 43 percent equity/57 percent debt. - with
tne results derived based on the a".rage market value structure (including shon-term
debt) - 75 percent equity125 percent debt - to produce his final cost of capital
recommendation. (AT&TIMCI Joint Ex. 4.0, at 30-32 and Attachment BC...10). Or.
Cornell also provided Ameriteeh-specific book and market capital structures including
short-term debt of 51 percent equity/49 percent debt and 82 percent equity/18 percent
debt, respectively. (!Q.., at 31-33 and Attachment Be...i). However. he noted that the
use of these structures, while producing slightly higher estimates of the cost of capital.
would not Increase his recommendation significantly. (lSi.. at 33). Effectively, Or.
Comell recommended using a capital structure that consists of 41 % long-term debt and
59% common equity.

9
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Arnet'itaetI ..i.... responded that Dr. Cornell's view of UNEs as monopoly
serviCIIS was~. It aI.11Nd that Dr. Cornell h8d no a-is far his opinion .. to the
state of competition or monopoly nllture of UNE, in~~.. ~ had done.no
study of that issu. and wes ignorant of the most fundamental Information concemlng
th. ~.u. in this state. The Compeny pointed out that ttt... ar. at lUst four facUltles­
ased co~ni.. cu".."tly providing local uchange service in Chicago and
downstate, and at least 24 facilities-based certificated LEes. In addition Arneritech
Illinois believ•• it will face significant competition from cable television and AT&is
wirel.s. technology.

Staff .saetted hit the ATTIMCI approach suffered from the same deficiency as
the Company's becIIuse it used a comparable firms analysis for determining capital
structure.

PHilion of Staff

Staff witness Nicd8o-Cuyu;an recommenied using the Company's average
actual capital structure for the year ending Septllmber JO, 1996. Her recommended
capital structure consists of 23.3'" short-term debt, 35.5~ long-term debt and 41.215
common equity. She testified that the appropriate capital structure for this proceeding
would reflect the proportion of capital that Arneritech Illinois would rai.. on the margin
to finance~ investment. (Staff Ex. 4 at 4-5). However, she noted tnat determining a
marginal capital structure with certainty is difficult because it requires a forecast of how
a firm will finance Mure investment A firm's target C8pital structure is useful in
determining a firm's marginal C8pital structure since it il r••lOnable to assume that •
firm will rai.e new capital in proportions consistant with achieVing itl target capital
structure. Since Ameritecn Illinois did not identify a target capital structure, Ms.
Nicdao-Cuyugan examined recent trends in its capital structure. That examination
Indicated Ameritech Illinois' actual capital structure has not changed significantly since
it discontinued following FASB 71 in 1994. In addition, the Company has nat indicated
any Intention ta alter si;nificantly Its actual capital structure. To maintain its current
capital structure, Ms. Nicdao-Cuyugan testified that it would ne.d to raise capital to
finance future investment in proportions consistent with its actual book value capital
structure. Since new capital is recorded at market value on iii company's bookS, the
book "alue of oa capital equals its market "alue. As a result. the market value of
Ameritec:h Illinois' marginal capital structure would have proportions simila, to its aetual
book value capita' structure. Thus. Staff assens that the marginal capital structure
proposed by its witne•• for Ameritech II/inois is no more a bOOK value capital structure
than It is a market value capital structure. (Staff Ex. ~.02 at 2-4).

Amerit.en Illinois responded that a "margina'- capital structure is not a standard
that appears in the Act or the FCC Order. In fact. the FCC rejected the ltm.rgina'­
increment as the appropriate increment upon which to focus for TELRIC purpose, in its
discussion of services for TSLRIC and TELRte purposes. In addition, Ameritech Illinois
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respoMed that reprdte.s of Whether Steff r.fers to its proposed capital structure as a
"m.-ginal- or "aetua'· capital structur., it nonethetess rep.....nt. a capital structure
inappropriately baed exclusively on book equity ratios.

Ameritec:h Illinois also maintains that St8ff's recommended capit., structure
reflects the fuU effects of the huge writ.down of .Isets of appf'o.imately $1.2 billion
which occurred in 1~ •• a result of the discontinuance ofFAS! 71 due to the inability
of regulators to a.sure recovery of investments ,n the increa.ingly competitive
telecommunications market. It also argues that Staff's attempt to establish a target
capital strudure through the use of boOk based ratios is contrary to the authoritative
sources which Staff cites in support of its position.

Commission Analysis and Conclusion

Tn. Commission will utilize Staff's recommended capita' structure. AI Staff
cogently stated, the capital structure issue presented is: IIln what prapanians will
Ameritech Illinois issue new capital if it were to finance new investment'r Contrary to
the Company's arguments. we consider Ms. Nicctao-Cuyugan's approach to be
conceptually sound. Statr's proposed calculation of the marginal cost of capitll. equals
the incremental cost of capital which is the thearetleaUy correct approach to determine
a forward-looking cast of capital. .

Having concluded that Staff's theoretical bIIsis for determining the appropriate
capital structure is acceptabl., f the next question is what ara the appropriate csebt and
equity proportions? Although target market weights ideally should be uaad to determine
the proportions of a forward-looking capital structure. Ameritec:h illinois did not identify
any target market weights; and since its common stock is net publicly traded, an actual
market weight cannot be determined. Therefore Staff reasonably conctuded , ana the
ev,dence of record indicates, that the Company will continue to issue new capital in
proportions similar to the proportions of its actual book value capit.I structure. It was
shown that Ameritech Illinois has not significantly deviated from thOle proportions in
tne recent past nor nas it indicated it will deviate from those proportions in the future. In
effect, Staff's approach assumes that an UNE business would be financed with such a
market capital structure if it were a stand-alone company. We find that to be a
reasonable assumption.

Furthermore, most of tne Company's objections are based on a serious
m,sconception regarding Staff's proposal. As Staff pointed out, its proposed capital
structure il !l21 really a book value capital structure because capital raised to finance
new investment is recorded at market value on the company's boOks, therefore, the
book value of new capital equals its market value. The debt and equity proportions of
the market value of new capital ha"e the same proportions al the book vatue of new
capital. More importantly, Staff used book values as a proxy for future capital slrudure
because, as indicated above, it was impossible to determine a forward-looking capital
structure in tne manner suggested by financial tneory . Staff is not using "book values as
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a substitute far a forward looking capital structure, it is using bOOk values as • means

to determine one.

Amariteen Illinois did not persuasively demonstrate a meanin;ful relationship
between tn. CllPital structure. of the firms in its sampl. group and itl own forwerd­
looking COlt of capital. Quite apart from the inappropriate use of the firms to which
Staff objected, companies which are comparable in risk often have significantly
different capita' structural. While we will not go so f... to say that a sample group
never can be used to establish an appropriate capital structure for a firm, that type of
data must be interpreted with care.

We have additional confidence that Ameritech Illinois' current book ratios are an
accurate alnd suitab" indicator of its future eapltal structure because in DocKet 92­
04G after an utensive review, we rejected aUegations that its capital structure was
being manipulated by its parent corporation. Corrwspondingly, If the Company's
proposed capital structure glmuinely reflects th. proportions in which new capital will
be raised, then one would expect some corroboration either in the trend of book ratios
or in the planning documents of the Company. For exampl., 8M anticipated inc:rea.. in
the equity ratio would be demonstrated by Ameritech Illinois plans to issue new stock,
retire debt early or reduce its payout ratio. To the contrary. the evidence shows that
there has been no significant change in Amerttech Illinois' capital structure since 1114,
and no evidence of any plans to make significant changes in its capital finance policies.
Also. it provided no evidence supporting Mr. Domagala's assertion that a 7~.7%

common equity ratio - a level which we believe is unprecedented in Commiuion
telecommunications proceedings - is necessary to support Ameriteen Illinois'
unbundling and interconnection activities. Finally, even if we agreed with its
assessment of current and future competition in the UNE and interconnection services
markets, which we do not, the Company has not explained how and why this would
translate into such a drastic departure from its current capital finance policies.

b Cost of Equity

Position of Ameritech Illinois

Tc arrive at an appropriate range for the cost of equity, Mr. Domagola utilized
both a DCF and a CAPM analysis, but indicated that his preferred methodology is the
CAPM analysis, which is utilized in estimating the cost of capital for intemal corporate
purpose.. In his analyses, h. utilized a peer group of , 2 telecommunication
companies, which included Amerited'l Inc., as a proxy for Ameritech Illinois. (AI Ex. 7 at
Schedules 2,6 and 8). Mr. Oomagola first employed a single-stage DCF model which
alsumes that long.term .amings growth will continue at present projected levels into
the future. This an.lysis employed a quarterly OCF model, closing stock plicel as of
Odober 10, 1996, and Institutional Brokers Estimate System ("ISES·) and Zacks
Investment Research ("Zacks") five-year .amings per share growth rates. (AI Ex. at 7­
10). To illustrate tne result when reducing growth rate estimates, Mr. Oomagol. also
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employed a two-ltage DCF model. H. dev.,..... this model by averaging the peer
group ..mples (inclucftng Amerit.ch) low-end growth rates _ reported by lacks and
'.5. (Ibid. at 10-12). Mr. Domegota allo performed a C.ita' Alset Pricing Model
(-CAPM-) analysis tNit utilized three-ye.r eMta p.iods obtained from IBES and two

.year data periods derived from 1100mberg Financial Mtlrkets dIItllbaH (-.,oomoerg-), a
six-month average of • 20-y.ar U.S. Treaiury Bond (7.11~) •• the risk-free rat., and
ttow average excess retum overlong-term goyemment bond income retums from '926
to '995 (7,.~), as hi. rT*ket risk premium. (AI Ex. 7 at 4-6: AI Ex. 7.1 at 10,
comacted). In his dired testimony, Mr. DO""lg~a recommended. cost of common
equity range of l' .8% to 16.38%, with a midpoint of 1•.0I'At. This was based an a cost
of equity range of 11.5" (DCF result for peer group) to 15.ft (CAPM result for
Ameritech, Inc.). (AI Ex. 7 IJt 13-14). H. adjusted both his CAPM and DCF aNityses to
reflect flotation casts. Citing studies that indicllt. that flotation costs for utilitie. appear
to be in excess of .,. and less than 5%, Mr. Dometo'a utilized. formula developed by
Arzac and. Marcus fDr catculatlng how the cost of equity should be adjusted to prevent
future flotation costs from diluting returns to current stI.~I.rs. ,."... adjustments
added approximately 40 basis points to his estimated CAPM and DCF coat of equity
analyses. Although Mr. DornatO'. revi_ his CAPM reaults upw.a in his rebuttal
testimony, he did not revise his recommended cost of common equity range. (Ibi.d. at
10).

Or. Comell maintains that it is inappropriate for Ameritech to use the single­
stage OCF model to establish the bounds of a colt of capit.. r.,.. because the five·
y••r forecasts an which the model is designed assume a double-digit grawtt'l rate.
(AT&T/MCI Joint Ex. 4.0, at 38). By extension, a.suming aperpetuat growth rate in
excess of the growth rate of the ayerall economy implies that Am.ritech will grew to
become the entire economy over time, which is ctearly an impossibility. Use of the
Single-stage DCF model in conjunction with a multl·stage model, Dr. Comell observes,
also refleds an inaccurately broad range of possibleOCF equity costs which is biased
on the high side. !!L

Dr. Cornall further asserts that the 1.25 beta risk premium that the Company
used in its CAPM analysis is averst.ted. ust. at 38-39). As support for this contention,
he points to altematiYe beta sources nat relied on bV Ameriteen such as Value Line
(0.85) and Dow Jones Beta Analytic (0.92). The Company·s beta factor also implies
that it IS much riskier than tne overall S&P 500, a conclusion that is not supportable.
Dr Cornell points out that Amaritech's , .25 beta is substantially above the beta
calculated by Mr. Domagola for the peer group. (AT&T Cross Ex. 23). Thus,
Ameritech's beta estimate does not accurately measure its true systematic risk.

Dr. Cornell next criticizes Ameritec:h's reliance on the Ibbotson Associates data
from 1926 as the sale source to estimate the forward-looking equity risk premium
without considering ather important sources such as Siegel and BI.nchard, who
indicate that the forward-looking equity risk premium could be as low as 2 to 3 percent.
(AT&T/Mel Joint Ex. 4.0, at 25-27, 39-40). Dr. Carnell disagrees that the flotation

13

02/18/98 WED 18:52 [TI/RI NO 5109]



- ---...

H-04S6J96-0569
Consol.

adjustment is necesury becIIUIe Ameritech il • large Fortune 500 company ~Ie
stock trade. in an ""1C~t market, and accounts for future events such as finanCIng
costs. (~ • .a-42). Adding a flotation de¥ic:a, ~ora, raults in double recovery of
the COlt of financing. Ameriteen nal noc issued common stock over tne past five years,
nor il tnere any ....son to exped I.rge equity financing in the fora_ble future.

Staff criticized Mr. Oomqala'. CAPM result on the balis tnat it placed undue
reliance on a lingle company's cost of equity (Ameritech) to dey.loS' the high end of
the range. MI. NicdllO-Cuyugan testifiacl that because COlt of equity models
nllCllI.arlly rely on prOllieS for input data, an inGividUIIl cost of equity estimate is
subject to maaaurement error. However, measurement error can be mitigated by the
un of a sample. (St8ff Ex. 4 at 26-27). Although Mr. Oomagola estimated tne peer
group sample's CAPM COlt of equity, he did not usa tMt estimate to develop either the
nigtHtnd or low-end of his rtlCDmmended cost of common equity range. (Staff Ex. 4.2
at S.a). St8ff .'0 crtticiud the peer group ... bac:au.e it contained firms where
more th.., h.tt of the revenues ara derived from non....lephon. bu.i".... and
because it contained compenie. that were undergoing merger activity (NYNEX, Ball
Attantic, Pact" and SIC Communication.). BecaUM currently availabl. market data on
merging companies reflect the markets upectMions of polt-merger utility opet8tions,
tne measured cost of aquity estimate would be intamaUy inconsistent. For eumple,
tne merging companies' stock price and growth rat.. used by Mr. Domagoi. for his
DCF analysis would ref1ed inve.tor expectations of risk and retum from the expected
merged local exchange operations. However, the dividend input into his DCF model
(i.e., the currant dividend to whiCh the growth rate ••timate is appUed) reflects pre­
merger operations. (Staff Ex. 4 at 27).

Staff also objected to Mr. Domagola's constant growth OCF analysis, alleging
that the deficiencies in nil peer group sampl. renders that anatys;s inappropriate, Staff
indicated that if the companies to which it objects are excluded from the p"" group
sample, the result would yield a constant growth DCF equity range of 13.10% to
, 3.63%. With regard to bet., Staff maintained that Mr. Domagal.'s use of Amentech's
CAPM cest of capital to develop the high end of his common equity r.nge placed
undue weight on Amentech's beta. Staff also objected to the use of bet.. from
companies in the pHr group sample to which it objected and further claimed that use of
two-year betas from Bloomberg overestimates tne ce.t of equity. Staff also claimed
that Mr Domagala's analysis yields negative alpha intercepts and that Staff's use of the
current yield implied by the price of T-Bill futures contracts to determine the risk free
rate was preferable to Mr. Oomagola's use of average 6-month spot yields on treasury
bonds. Staff also criticized Mr. Domagola's use of a nonooCOnstant growth DCF model
(albeit With two growth stages as opposed to Dr. Cornell's thr.. growth stages). Staff's
Objection to this approach is discussed below in its response to Dr. Cornen's testimony.

The Company responded to these criticisms. With regard to Staff's claim of
undue reliance on Amerit.ch's beta measures to arrive at tne eost of equity estimate of
15.9Dk, Mr. Domagola noted that he also performed 8 second estimate utilizing the peer
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group ave..... which yt~ • cost of equity of 13.7%. He indicated that including
Amerlteen in the sampia group average results in an aver_ beta of .97 end a
resulting cost of equity of 13.ft, whfle using Or. Cornet"s approach of eatculatinQ a
weighted average between the peer group results and the Ameritech results would
yiatd a cost of lIquity of 14.3%. Mr. Dom.a did not believe that these resultl, taken
together, differed lMteriatly from the 1~.1% miGpalnt of his CAPM relults in terms of
supporting the 11.5" WACC that Mr. Pa'mer utilized. He .150 disagreed that tne
objections St.tf citas to the inclusion of certain companies in his peer ;roup sample ar.
sufficient to exclUde them from that group. Am.riteen Illinois also noted that, according
to St", stiminalng atl the co~ie. to which Staff objects from the peer group
sampta would yMild a canstant growth DCF analysis COlt of equity range of 13.10% to
13.63%. UtitiZing these costs of equity in Mr. Oomagola's WACC catculation stilt would
yield a range far the WACC (11.51" to 11.91%) which exceeds the 11.50% WACC
selacted by Mr. Palmar. Mr. Domagola also indicated that UN of two-year betas from
Bloomberg is mare ~at. in the rapidly c:hIN9ng telecommunications industry.
He indicated tNt the u. of lona- historical time frames would inc::orporate data
derived from periods when Ametitech Illinois still enjoyed a protected monopoly
francnise and operated under traditional rate of ratum ragutation. Such is not tha case
today and Obviously will not be the eaS8 on a forward-looking basis.

Position of Staff

Ms. NicdllO-Cuyugan usacl the conatant growth OCF and CAPM models to
estimate Ameritech Illinois' CDst of common equity. She applied these models to a
sample of eight telephone companle' from the SIPS Telecommunieattons Compustat
database. The companies were selected on the basis of availability of ma,.. data
needed to perform the spec:ifted cost of equity analyses. Telephone companies that
were in the proceSI of m....ing were exetuded since their market data would not be
reflective of tna operations of the existing company. To ensure the sample's similarity
te Ameriteen ltIinois' primary bUliness, companies that generate the majority of their
revenues from non-tatephone operations war. excluded from the tetephone sample.
(Staff Ex. 4.0 at 7). In performing her constant growth DCF analysis, she used a
quarterly model, each firm's most current stock price, and forward-tooking eamings per
snare growth rates published by IBES and Zacks. The telephone sample's resulting
adjusted DCF cost of equity altimate ranges from 13.30% to 13.87%. (Staff Ex. 4 at
22-23). Ms. Nicdao-Cuyugan also presented a CAPM analysis utilizing the risk-free
rate of return Implied by th. prices of T-Bill and T-Bond futur. contracts. She testified
that under current market conditions, the T-Bill Y'elds currentty provide a more
reasenable estimate of the true rlsk-fre. rat. while T-Bill. yield yields overstate the true
risk-free rate. (Staff Ex.•.0 at 13-17). Her market r.tum of 1•.47% was determined
by conducting a constant growth DCF analysis for the individual firms that compose the
S&P composite index. Ms. Nicdao Cuyugan used MerTill Lynch's betll calculation
method to derive betll estimates for each firm in her sample. The aver.ge calculated
beta estimate for the tel.phone sample Ms. Nicdao-Cuyugan used in her CAPM
analysis is 0.8S. (Staff Ex. 4 at 12-21). She formed her recommended cost of common
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equity range of 12.~ to 13.10" with a midpoint eati,.,.. of 13.40'1' by: a) rounding
the telephone ..... CAPM CMt of equity eMi"... ta.... on the T-lift yie'" (13.17~)

to the n..... ten blsis points, or 13.2o-A.; b) rounding the mi~ of the telephone
sample OCF-dari"ed estimate. of the cost of common equity (13.51-') to the nearest
10 balis points. or 13.~; and c) expandinG the resulting rqe. 13.20% - 13....... by
SO basis points to rw:ovnizethe imprecision inherent in estil'Nlt.s of the cast of
common equity. (Staff Ex. ~ at 23-25). Ms. Nicdao-Cuyugen did not recommend a
flotation COlt adjustment.

Arneritech Illinois disa....d with the Staff criticisms of Mr. Domagola's cost of
equity analysis. Nonetheless, it noted th8t the methadoiogie. Staff utilized to
determine an apprcpriate COlt of equity were not neces..Uy unreasonable, and that
they did not yiefd ruultl which were unreasonable for purpose. of determining a
WACC in these proceedings. The Company argued that. if applied to an appropriate'y
m8tket-ba..d cap_' lwucture, Stafra cost of .-quity yields a WACC of 12.11 %. which
supports Mr. Palmer's use of an' 1.50% WACC in the TELRIC studies (based upon the
av.,..;e of the December 31. 1915 lind SepternDer 30. ,. rna"'e' vatue CIIpltal
structure for Ameritach consisting of 19.5% debt and eo.5" equity).

Position of AT&T/Mel

AT&T/Mel witness Or. Cornell.,so performed both a DCF and a CAPM analysis
to arrive at his recommended cost of equity. (ATITIMCI Joint Ex. 4.0 at 16 and 22). Ha
used iii group of 11 telecommunication companies, including Ameriteeh Corporation, to
_timat. Ameritech Illinois' cost of common equity. He ~Ormed a non-constant
growth DCF analysis which employed an annual model. stock prices as of July 31 I

1996, IBES five-ye•••rnings per ahare growth estimates for the first growth stage and
a 5.61 % average estimate of long-term GNP ;rowtM for the last growth stage.
(AT&TIMCI Joint Ex. 4.0 at 13-17 and Attachment Be...). To develop his 11.2'% DCF
cost of common equity estimate, Dr. Comell gave 75% weight to tha average DCF
estimate of his 10-ccrnpeny peer group sample and 25% weight to Am.ritech's DCF
estimate. He gave greater weight to Ameritec:h in this analysis because he believed
that it was the best source for determining the Company's cost of capital.

Dr. Cornell's CAPM analysis utilized: the average beta of his terw:ompany
sample and Am.ritech. Inc. (ra-Ievered u5ing Ameritec;h's capital structure), or .80; the
yield on a 20-ye. T-Bond, or 7.1%, and a tlme-horizon adjusted T-Bond yield. or SA%
(T-Bond yield minus-time horizon premium of T-Bonds). Dr. Cornell developed his
market·nsk premium estimates by applying his judgment to various historical and
forward-looking market-risk premiums he calculated. (AT&TIMCI Joint Exhibit 4.0 at 20­
29; AT&TIMCI Joint Exhibit 4.1 at 17-18) His CAPM analysil resulted in a range of
, 1.4 GAs to 11.5 % with a ".45% midpoint. Based on his analysis, Or. Comen concluded
that Ameritech ltlino;s' cost of common equity ranges from 11.21% (OCF) to 11.45%
(CAPM midpoint) with a midpoint estimate of l' .33%. (AT&TIMCI Joint Ex. 4.0 at 29).
He did not recommend a flotation cost adjustment.
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